
COUNCIL AGENDA:
ITEM:

12-.2-03

3~5

TO: Honorable Mayor and Council FROM: Kay Winer -
Scott P. Johnson

SUBJECT: Hayes Mansion Management
Agreement

DATE: November 24, 2003

Approved ~ ( ~ ate '/- ;,l r::;- O.:!:>

COUNCIL DISTRICT: City-Wide
SNI: N/A

RECOMMENDATION

Approval of a Management Agreement with Dolce International/San Jose, Inc. to operate the
Hayes Mansion for ten years with two, five-year options, for a management fee of3% of Gross
Revenues, an Incentive Fee, and payment by City of the expenses of the operation, not covered
by revenues.

BACKGROUND

On October 21,2003, the Council adopted a resolution authorizing the City Manager to enter
into exclusive negotiations for ~ days with Dolce International Holdings, Inc to negotiate a
Management Agreement to operate the Hayes Mansion. Dolce Int~rnationa1 Holdings, Inc. has
formed a subsidiary corporation Dolce International/San Jose, Inc. for the purpose of operating
the Hayes Mansion. J

Negotiations with Dolce have been completed. Major provisions of the Management Agreement
are provided in the next section of this report. Included in the Agreement are prQvisio],1s directed
by Council action at the October 21 meeting for inclusion in the Agreement-. They are: a
Management Incentive Fee that would be paid to Dolce when certain financial thresholds are
reached. Under this program, both parties would benefit because the City would have financial
resources to retire the Comerica and Devcon loans at an earlier date. Secondly, the
Environmental Preferable Procurement Policy would be included in the operations at the Hayes'
and finally, the City would engage an Asset Manager to act as the "Owner's Representative",
providing advice on management, operational and financial matters at the Hayes Mansion.

Dolce has been working with Hayes Renaissance, LP ("HRLP") to assure a smooth transition of
the operation. Discussions between Dolce and Local 19 are also proceeding well, as confinned
by both Darties. .

~

CAPITAL OF SIUCON VAILEY
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ANALYSIS

Major provisions of the Management Agreement are described below.

Term of A2:reement

...

Ten years commencing January 1,2004 through June 30, 2014. (The additional six
months is needed to effect a change from a calendar year to the City's fiscal year of July
1 through June 30.)
Two, five-year options that can be e~~rcised by Dolce at its option, on the condition that
performance measures identified in the Agreement have been met for at least two of the
three years immediately preceding the end of the original term or the extension period.
The performance measures are that Dolce has met or exceeded at least 90% of the
budgeted Gross Operating Profit 1 projected in tlie Annual Budget for the Hayes Mansion
QL 90% of the REVPAR 2 for the Hayes Mansion's Competitive Set. The current'

Competitive Set includes the Marriott, Fairmont, Crowne Plaza, Hyatt San Jose, Hyatt Sf
Claire, Hilton San Jose & Towers, and Chaminade in SantaCruz. The Competitive Set
is subject to change from time to time based on the mutual agreement of the parties. The
data somce is S~th Travel Research, an independent research organization serving the
lodging industry that provides performance measurements. .
In the event that the City sells the Hayes Mansion within tlie first ten year period ()fthe
Agreement, the sale must provide that Dolce International/San Jose, Inc. will be retained
as the manager of the facility under the same terms and conditions. This means that Dolce
could exercise the extension periods if it met the Agreement's requirements.
In the event the City sells the Hayes Mansion during one of the extension periods, the
City is not obligated to require the new owner to assume the Agreement. Instead, the
City is obligated to pay Dolce the Termination Fee described below.

Dolce's Mana2:ement Responsibilities

Under the proposed agreement, Dolce acts as the on-site mat1:ager of the Hayes Mansion in
exchange for the Base Management Fee and Incentive Fee described below. Dolce will also
provide routine maintenance and security for the parking garage in the adjacent Edenvale Garden
Park and routine maintenance for certain park improvements. These tasks were previously the
responsibility ofHRLP as the tenant under the Hayes Mansion lease.

1 GrOSS Operating Profit: Gross Revenues min~s certain operating expenses.
2 REVP AR: REVP AR is an industry measurement that determines whether the Hayes is receiving more or less of

its market share of revenues.
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The City will also be required ,to pay the operating expenses of the Hayes Mansion from the
Hayes Mansion revenues or to the extent that these are not sufficient, from other City funds,
including the Comerica Line of Credit. These operating expenses include all of the costs
associated with operating the Hayes Mansion? such as wages and salaries, utilities, insurance,
routine maintenance and food, beverage and merchandise sold at the Hayes Mansion. Dolce will
also be reimbursed for various identified expenses related to marketing the Hayes Mansion,
travel directly related to the operation of the Mansion, and booking fees and commissions for
reservations made through Dolce's Central Reservation office or at other Dolce facilities.

Dolce Compensation

Base ManaJ!ement Fee

.

For the first three months of the Agreement, the BaseM~agement Fee will be $30,000
per month or 3% of Gross Revenues per month, whichever is greater. Thereafter, the
Base Management Fee will be 3 % of Gross Revenues per month.
Gross Revenues for purposes of calculating the Base Management Fee is defined as all
revenues derived'from the operation of the Hayes Mansion, including revenues from the
sale of all conference services, rentals of facilities and guest rooms, sale of food, all
beverages, charges for technology used in guest and meeting rooms, and revenues
associated with fitness or recreation facilities and excluding taxes, insurance proceeds,
and the gratuities actually paid to employees. Gross revenues do notmclude any funds
that may be received in consideration for insurance claims or sale of furniture; fixtures
and equipment.

Reduction 0 Base Mana ement Fee L Per ormance Measures Are Not Met

For any year of the contract tenIl commencing July 1,2006 that perfomlance measures are riot
met, the fee paid by the City to Dolce will be reduced by a percentage point for that year, i.e. the
Base Management Fee will be reduced from 3% to 2% of Gross Revenues. This will be in the
fOml ora credit to the City by reducing Management Fee payments payable by the City to Dolce
in the subsequent year until the credit has been fully realized by the City. The perfomlance to be
3;chieved is at least 90% of budgeted Gross Operating Profit or 90% of the REVP AR Penetration
fudex for the Hayes' competitive set, as described previously in this report. I think this is where
we define gross operating profit, not above. f

Incentive Manaeement Fee

Incentive management fees have been negotiated that provide financial incentives to Dolce for
their management of the Hayes Mansion to generate net revenues from the operations of the
Hayes Mansion to payoff the Devcon and Comerica loans approved in the Transition Agreement
betWeen the City and Hayes Renaissance Limited Partnership (HRLP). In addition, Dolce will
be compensated in assisting the City in re-establishing the Phase III Market Rate Volatility
Account (MRV A) to a level of$1.5 million. The l\.1RV A was initially established to mitigate
market risk on the City's variable rate debt. Funds from the MRV A were subsequently used to
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provide economic relief to HRLP. Once the interim debt for Hayes is paid off, this will provide
reserves to mitigate the risk of fluctuations in short term variable interest rates.

Incentive ees or the initial] 0 eriod are:

Threshold #1
25% of annual Net Revenues [Gross revenues less Hayes expenses, City debt service,
principal and interest on Comerica Term Loan and interest on Comerica Revolving-Loan]

Threshold #2
35% of Net Revenues after Threshold #1 is achieved AND Comerica Term Loan ai1d
Devcon Note are paid off.

Threshold #3
37% of Net Revenues after Threshold #1 and #2 is achieved AND the Comerica
Revolving Line of Credit is paid off.

Threshold #4
40% of Net Revenues after Thresholds #1, #2 and #3 are achieved ANt> Phase ill Market
rate Volatility Account reaches a balance of$1.5 million.

Incentive Fees Durin.!! Renewal Periods

The negotiated incentive fees to be paid to Dolce in the event of any renewal periods is 30% of
Net Revenues after achieving Threshold #4. In the event that Threshold #4 is not achieved, the
incentive fee is 25% of Net Revenues.

For illustrative purposes, Exhibit B is attached to show the method to be used in calcul~ting Net
Revenues and Incentive Fees. This illustrative example is based on Dolce's Ten-Year Proforma.

Base on Dolce's Ten-Year Profonna, Dolce projects that Net Revenues would be generated from
the operations of the Hayes Mansion by year three (threshold #1 would be achieved). The
Comerica Term Loan and the Devcon Note would be paid off by the end of year four (threshold
#2 would be achieved). The Comerica Revolving Line of Credit would be paid offby the end of
year seven (threshold #3 would be achieved). The MRV A would achieve a balance of $1.5
million in year 9 (threshold #4 would be achieved).

The Comerica Revolving Line of Credit should be retained until sufficient Hayes operating
reserves are accumulated. Based on Dolce's proforma, the Comerica Revolving Line of Credit
would be paid off in year seven from Net Revenues, which would require the City to negotiate an
extension of the repayment 4ate. However, staff recommends that the City maintain the
Comerica Revolving Line of Credit as a means to fund any potential shortfall from operations to
fund Hayes operating costs and the City's Hayes debt service costs until sufficient Hayes
operating reserves are accumulated from the Hayes Net Revenues.
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Key Business Terms and Condition~

Default and Termination

In the event that either party is in breach ora material term of this Agreement, the other party
may terminate the Agreement after allowing the defaulting party to cure the breach within the
specified cure period. In most instances, the cure period is 30 days.

However, commencing on July 1,2006 and throughout the remaining tenn of the Agreement, if
Dolce fails to attain at least 80% of the budgeted Gross Operating Profit or 80% of the REVP AR
Penetration Index for the Competitive Set, the City may terminate the Agreement upon 3
business days notice.

If City elects to te~nate the Agreement for any reason other than certain specified events,
includin~ breach by Dolce or Do)ce's failure to meet the performance measure described above,
the City will be required to pay to Dolce a tennmation fee calculated as follows:

..

For the first two years of the Agreement, the temiination fee is the greater of two times
the Base and Incentive Management Fees earned by Dolce in the 12 months preceding
the tennination date or $250,000.
Beginning in year 3 of the ten-year agreement and any years of the two five-year options,
the termination fee is the lesser of the Base and Incentive Management Fees earned by
Dolce in the 12 months preceding the termination date or $800,000.

DamaJ!e and Destruct!on/Condemnation

In the event that the Hayes Mansion is totally destroyed or is condemned, then the Agreement
will terminate. If the Hayes Mansion is partially destroyed or partially taken by a governmental
entity and the proceeds of the insurance or the taking are insufficient in the City's judgment to
rebuild, the Agreement will also teffi1inate. If the Agreement teffi1inates during the initial te11i1
of the Agreement, the City is obligated to pay to Dolce the termination fee described above. If
the Agreement terminates during an option period, then City is obligated to pay the actual cost of
relocation of Dolce's Strategic Team located at the Hayes Mansion with a cap of $200,000.

Insurance and Indemniiv

Under the Agreement, Dolce is required to provide various types of insurance ~overage,
including general liability, workers' compensation, auto and employment practices li,ability. The
City will be named as an additional insured for each of the required policies.

The City and Dolce each agree to indemnify the other, to the extent a loss or claim is not covered
by insurance, for its acts or omissions. In addition, the City agrees to indemnify Dolce for any
Operating Expense incurred by Dolce in accordance with the terms of the Agreement.
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WaIle Policies

Dolce will abide by the City's adopted Wage Requirements; including Worker Retention and
Labor Peace. With respect to Labor Peace, Dolce has committed to abide by the terms of its
agreement with Loca119 which includes a grievance procedure. Although Dolce anticipates
operating the facility under a bargaining agreement with Local 19, the Agreement provides that,
absent a bargaining agreement during its term of Agreement, the living wage will be applied.

Haves Mansion Assets

The transition agreement with HRLP provides thatHRLP transfers ownership of all Hayes assets
owned by HRLP to the City. The agreement with Dolce does not provide for the transfer of
ownership of any Hayes assets to Dolce with once exception. HRLP owns five vehicles that are
used in the operation of the Hayes Mansion. In order for the vehicles to be covered under
Dolce's automobile insurance policy, title to these vehicles Will be transferred fromHRLP to
Dolce. Upon iteratioJ;l of the Agreement, or the end of the useful life of these vehicles, Dolce is
obligated to transfer the vehicles to the City.

Bud1!et Process

Transition Budflet

A transition budget has been submitted by Dolce that mcludes certairi travel, relocation,
technology, and costs for preparation of collateral and marketing materials specific to the Hayes
Mansion. The total expenses are not to exceed $177,500 and expenses will be submitted With the
reimbursement requests to the City and payable as operatmg expenses of the Hayes Mansion.

Annual Ooeratine Budeet

Dolce is responsible for preparing the Annual Budget for the Hayes Mansion for a July 1 to June
30 Fiscal Year. Dolce will prepare the proposed annual budget with appropriate diligence and
give due consideration to all relevant factors affecting the operation of the Center, including
without linritation, market and economic conditions. Accompanying the proposed budget will be
supporting reportS, including: sales and marketing; human resource, technology, cash flow
forecasts by month for the fiscal year; and a summary income statement. The proposed budget
will also include an estimated profit and loss statement in the format recommended by the
International Association of Conference Center Uniform System of Accounts and Dolce's
projected Gross Operating Profit for the ensuing Fiscal Year:

In the event that the City and Dolce do not reach agreement on the proposed Annual Budget, any
of the following could occur:

Dolce may refuse to operate the Hayes Mansion and may terminate the Agreement;;
Dolce may terminate the Agreement on 90 days notice; or

..

~
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.

Dolce may agree to operate Hayes Mansion based on the Annual Budget desired by the
City.

As the Agreement will commence during the middle of the 2003-04 Fiscal Year, Dolce_is not
obligated to provide the detailed Annual Budget. Instead, no later than forty-five days following
the execution of Agreement Dolce is obligated to prepare for City's review and ~pproval, a six
month cash flow projection through June 30, 2004.

Proposed Capital Imorovements

Dolce shall sub~it, on or before January 15 of each year, a proposed list of Capital
Improvements which are recommended to be undertaken during the ensuing five-year period.
The recommended expenditures will be submitted in priority order; including the estimated costs
for design, materials, construction, and the proposed contingency for each identified Capital
Improvement. A Facilities Reserve Fund equal to 4% of Gross Revenues for the previous
calendar month is established to be utilized exclusively to fund the costs of repair or for capital
improvements that exceed $5,000, and the costs for replacement of capital improvements on or at

.
the Hayes Mansion. ,Dolce recognizes aI1d agrees, howeyer, tharshould the Reserve Fund be
inadequate to fund any or all of the Capital Improvement Program submitted for the Hayes
Mansion, these ~provements will be evaluated against the needs for capital improvements_in all
of the City's other facilities and prop~rties:.(

Ci~ Qversi1!:ht

Asset ManaJ!er

Dolce agrees to cooperate with the Asset Manager selected by the City. HVS International, Inc.,
the City's current hospitality consultant, will be engaged to provide these services for the
upcoming year. The Asset Manager will advise the City on management, operational and
financial performance matters. The Agreement specifies that the amount of the contract for
these services is for an amount not to exceed $50,000 peryear with an annual CPI adjustment.
This is a type of operating expense that is not subtracted from Gross Revenues in order to arrive
at Gross Operating Profit.

Citv Review of Books and Records

Dolce shall submit to the City within fifteen days after the end of each calendar month, and may
be requested to attend meetings with the Finance Department. Among the reports to be
submitted are:

. An unaudited financial statement containing a statement of current assets. and current
liabilities; a profit and loss statement, including the Gross Revenues for each calendar
month and cumulatively, including budget vs: actual.
Actual and forecasted Cash flow and profit and loss by month for the balance of the fiscal
year.

.
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....

Capital expenditure report.
Detailed Sales backlog.
Variety of financial and accounting reports.
Any other reports as reasonably requested by the City's Director of Finance

An audit of the books and records of the Hayes Mansion shall be perfonned by an independent
certified public accounting £inn acceptable to the City to be completed with a report submitted to
the City within 180 days after the end of the fiscal year.

Approval of General Manaeer

City will have the right. to approve Dolce's approval of the iriitial selection and any change in or
transfer of the General Manager assigned t~ the Hayes Mansion. .

~orRorateMarketine and Sales Proerams and Services

.

(~

..

The services and programs to b"e implement~d will include those provided by Dolce's
Corporate Marketing department that functions as an in':house agency providing creative
and execution services for advertising, collat~ral materials, web site development and
maintenance, direct mail, public relations, trade shows and promotional events.
The Corporate Marketing Department will proVide strategic marketing direction and
support for the Hayes Mansion by positioning the facility in the marketplace; devel~p
strategies to execute the annual Sales and Marketing plan prepared as part of the annual

budget process.
The Hayes Mansion will be positioned under the Dolce International brand; Dolce agrees
to incorporate the Hayes Mansion in all corporate marketing actiVities which present fue
portfolio of Dolce-managed properties.
Hayes Mansion will be included in the Dolce International Global Account Program.
This proprietary program represents the principal corporate cust6mers of Dolce futernaJ
who conduct significant levels of meetings at multiple Dolce-managed properties.

.

Standards of Operation and Maintenance

The Hayes Mansion will be operated by Dolce as a first class conference center,. consist~nt with
International Association of Conference Center (IACC) standards. Unless approved by City,
Dolce shall operate the Hayes Mansion twenty four hours a day, seven days a week.

P!lBLIC OUTREACH

Not. applicable.

l
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COORDINATION

This report was prepared jointly by the City Manager's Office, Finance Department and the City
Attorney's Office.

CEQA

Not a project.

/~ ,//~..,~
Kay Winer
Deputy City Manager

Scott P.
Director of Finance

c
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